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The purpose of-this report is to compare the
taxation systems between Hong Kong and the PRC, so as to
facilitate foreign investors in evaluating their
investment projects in Mainland China.
Based upon the analysis of the Hong Kong
taxation system, seven major underlying philosophies and
characteristics are identified. i.e.(1) a low rate of
direct tax (2) simple and effective legislation (3)
territorial concept (4) schedular with no total income
tax (5) no tax on capital gain (6) no withholding tax
and (7) flat standard tax rate. Further, the following
distinct features of the system are evaluated: (1)
simple with loopholes (2) simple tax planning
available (3) low tax rate and simple filings (4)
unreliable sources of income (5) unfair (6) separate
assessment for husband and wife (7) trading profit and
capital gain distinguished and (8) territorial concept
(onshore/offshore profit).
Analysis of the PRC taxation system reveals the
following philosophies and characteristics: (1)
different tax laws for different forms of operations and
different locations (2) taxation system based on
residency of taxpayer and source of income (3)
preferential treatments to attract foreign investors
and (4) avoidance of double taxation through the use of
tax treaty. Further, the following distinct features of
the system are evaluated: (1) lack of precedence (2)
different tax laws create confusion (3) complicated tax
filings (4) inexperienced tax officials and (5)
flexible tax exemption.
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Although foreseeable changes in both the
taxation systems are expected. The changes in the Hong
Kong taxation system will be moderate only, while that
in the PRC will be still under reform in the next 10
years.
These analyses form the.basis for comparing the
advantages and disadvantages in the areas of
legislation, scope, incentive, income determination and
filing so as to enable foreign investors to evaluate
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The ten-year long Cultural Revolution in the
People's Republic of China ended in October 1976
following the elapse of the Gang of Four. During the
Cultural Revolution, anything foreign was regarded as
Capitalism and was prohibited. The Third Plenary
Session of the 11th Central Committee of the Chinese
Communist Party in 1979 manifested the important policy
of invigorating domestic economy and opening to the
outside world.
Having closed its door for decades, China
announced its open policy in 1979 by the introduction
of the Law of the PRC on Joint Ventures Using Chinese
and Foreign Investment. Ever since then, China has
achieved fairly great progress in attracting foreign
capital to set up Sino-foreign joint ventures.
Foreign investors usually use Hong Kong as a
stepping stone in entering the China market. Most of
them are either Hong Kong based or have subsidiaries in
Hong Kong. They are quite familiar with the taxation
system in Hong Kong which has always been described as
simple and effective. However, most foreign investors
do not understand the taxation system in Mainland China
which may affect their evaluation of investment
opportunities in China. Furthermore, some do not even
realize that there is a taxation system in China.
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Objectives o,f the Study
This study is confined in its scope to analyse
the taxation systems between Hong Kong and the PRC
applicable to foreign investments only.
The objectives of this study are twofold. The
primary objective is to provide a thorough comparison of
the taxation systems affecting foreign investments
between Hong Kong and the PRC, so as to facilitate
foreign investors in evaluating their investment
projects in Mainland China.
Existing literature concentrates on describing
the Hong Kong and PRC taxation systems separately. The
secondary objective of this study, therefore, is to
complement such a deficiency by comparing and
contrasting the underlying philosophies and
characteristics, the similarities and differences, and
the advantages and disadvantages between the two systems.
Limitations of the Study
Because of the scope of the study, the results
are generalizable only to investments involving foreign
capitals. In addition, the conclusions should not be
generalized to other type of taxes and duties not
covered in this report.
While tax consideration is a major factor in
evaluating investment opportunities in the PRC, the
study does not intend to investigate other factors that
may influence a foreign investment decision.
The final limitation of the study is time. The
task of developing taxation regulations in China was
undertaken by the Ministry of Finance. From 1979 to
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1987, the taxation regulations in China had undergone
several revisions. In the meanwhile, there were also
some slight changes in Hong Kong tax rules. All the
information and tax rates quoted are up-dated to the
year of assessment 1987/88 for Hong Kong tax purposes
and to the year end of 1987 for PRC tax purposes.
Plan of the Studv
Due to the lack of previous comparative studies
in this area, the primary sources of information are
literature searches and informal personal interviews.
Literature searches include exploring secondary
data from various sources like Government publications,
newspapers, magazines, periodicals, conference and
seminar proceedings, company records, etc. This gives
us a general picture about the nature and
characteristics of the taxation systems in Hong Kong and
China. It also facilitates our comparative studies in
the second stage.
Unstructured and informal personal interviews
were conducted with professionals in this field who are
familiar with the subject matter and possess a reservoir
of knowledge and experience. They include professionals
from CPA firms, tax consultants, the Ministry of Finance
in China, the Accounting Society of China, etc.
Another source of primary information comes
from daily personal contacts with companies who have
joint ventures or plan to have joint ventures in China.
Apart from these, we have also attended
seminars regarding the taxation systems of Hong Kong and
China to gather first hand information regarding
4people's opinions towards this problem.
The process of the study can be summarized in
the following flow chart:-
Analysis on Analysis on
the Taxation the Taxation
System in HK System in PRC
Comparative Studies
Underlying Philosophies Characteristics





Organization of the Report
Chapter I consists of an introduction to the
subject areas, and a discussion of the scope, purposes,
limitations and methodology of the study.
Chapter II and III contain an overview of the
taxation systems in Hong Kong and the PRC respectively.
Chaper IV contains a comparative studies of the
taxation systems between Hong Kong and the PRC.
Included in this section are a comparison of the
underlying philosophies and characteristics, the
similarities and differences, and the advantages and
disadvantages of each system.
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Chapter V contains the summary and conclusions




THE TAXATION SYSTEM IN HONG KONG
In this chapter, an overview of the taxation
system in Hong Kong is presented in four major phases.
First, the historical development of the taxation system
is examined. Second, the underlying philosophies and
characteristics of the Hong Kong taxation system are
analysed. Third, relevant specific taxes on property,
interest, salaries and profits are described. Last, an
evaluation is carried out with future trend predicted.
Development of the System
Before 1947, there was not a full taxation
system in Hong Kong. Some forty years ago, a committee
was set up by the Government to consider the need and
the type of taxation system to be adopted in Hong Kong.
The committee reported that:
It was generally agreed that the imposition of a
tax on incomes would theoretically result in the
most equitable distribution of the burden of
taxation and that a tax on incomes is inevitable
here if the budget of the Colony is to be balanced
and if Hong Kong is to conform to the standards
1
generally accepted in the 20th Century.
1Peter G. Willoughby, Hong Kong Revenue Law, Vol. 2.
(USA Matthew Bender, 1987), P. 1-7.
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In essence, the committee considered that an
income tax was required in Hong Kong. The committee
went on and commented that:
We consider it essential that in order to meet
local conditions any income tax legislation must
be as simple as possible and some departures from
general practice elsewhere will be necessary.2
Based on the committee's report, the Inland
Revenue Ordinance was enacted in 1947. This was the
first time that a full taxation system was introduced
to Hong Kong and formed the basis of the current
taxation system in Hong Kong.
Philosophies and Characteristics
Hong Kong is a small piece of land and does not
have a rich reserve of natural resources. It depends on
international trade, foreign investment and transfer of
technology from overseas to maintain its prosperity. A
taxation system must reinforce the above-mentioned
factors. As a matter of fact, the Hong Kong Government
did consider all these important factors when it
introduced the taxation system in Hong Kong. In this
section, we have identified seven underlying
philosophies and characteristics of the Hong Kong
taxation system. Our analysis is based on comments and
2Anthony Au-Yeung, An Overview of the Present and
Future Position of Hong Kong's Taxation System. A Talk
to The Hong Kong General Chambers of Commerce, February
2, 1988.
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speeches of the Financial Secretary, the Commissioner of
the Inland Revenue Department and tax experts in the
Hong Kong tax field.
1. A Low Rate of Direct Tax
As far as rates are concerned, the standard rate on
individuals has varied between 15 and 17 per cent
and is currently at 16.5 per cent (for the year of
assessment 1987/88). For corporations, the rate
has varied between 15 and 18.5 per cent and is
currently at 18 per cent (for the year of
assessment 1987/88). Such a low tax rate has made
some countries (e.g. Japan) regard Hong Kong as a
tax haven country.
Z. Simple and Effective Legislation
One of the main features of the Hong Kong taxation
system is the simple legislation. The benefits of
simple legislation are that it can be easily
understood and is inexpensive to administer. These
avoid the difficulty in applying the law to a given
set of facts and reduce the chances of disputes
between the taxpayer and the tax authority. Based
on statistics of the Inland Revenue Department, the
percentage of the cost to total revenue collection
for the year of assessment 1986/87 was only 1.16
per cent.
3. Territorial Concept
The most important feature of the Hong Kong
taxation system is the territorial concept. This
means that Hong Kong tax is chargeable only on
income which arises in or is derived from Hong
Kong. Unlike legislation in most countries, there
is no concept of residency (except in certain part
9
of the Ordinance, e.g. personal assessment is only
available to taxpayer who is a permanent or
temporary resident of Hong Kong). The territorial
concept is, of course, an attraction to taxpayers.
It means that offshore income will not be charged
to tax in Hong Kong even if it is received by a
Hong Kong incorporated company or a Hong Kong
residence. It makes Hong Kong an attractive place
in which to base a regional business or for
international transfer pricing considerations.
4. Schedular with No Total Income Tax
Except for situation where an individual elects
personal assessment, Hong Kong does not have an
income tax system in which income from different
sources is aggregated and the tax determined based
on the total income. The system is schedular with
four separate and distinct taxes on income. The
types of tax covered by the Inland Revenue
Ordinance are Property Tax, Interest Tax, Salaries
Tax and Profits Tax. Any income, which is not
within the scope of charge of any of the four types
of tax, will not be taxable in Hong Kong.
5. No Tax on Capital Gain
The Inland Revenue Ordinance specifically excludes
profits arising from the sale of capital assets
(i.e. capital gain) from tax in Hong Kong. The
main reason for this exclusion is that Hong Kong
lacks natural resources and depends on foreign
investment and transfer of technology from
overseas. The exclusion of tax on capital gain is
the Government's policy of attracting more local
and foreign investment in capital assets and to
avoid diverting foreign investors to other
countries which do not levy a Capital Gain Tax
(e.g. Singapore).
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6. No Withholding Tax
Under the Hong Kong taxation system, collection of
tax normally is done through a direct assessment on
the taxpayer. This is true for Property Tax,
Salaries Tax and Profits tax. There is no income
tax withholding on wages and salaries in Hong
Kong. The only exception of direct assessment is
Interest Tax which is a withholding tax system on
which the responsibility of paying tax has been
shifted to the payer of the interest. This makes
Hong Kong an attractive place for foreign
investments because most countries levy withholding
tax of some sort on interest and dividend remitted
overseas.
7. Flat Standard Tax Rate
In order to make the tax law simple and easy to
understand, Hong Kong adopts a flat standard tax






Progressive rates do come into picture under
Salaries Tax and personal assessment. However,




Property Tax is covered in Part II of the IRO,
Sec. 5 to 7C. Property Tax is charged for each year of
assessment on every person being the owner of any land
or building or land and building wherever situate in
Hong Kong. In this respect, owner includes a beneficial
owner of the property.
Property Tax is computed at the standard rate
(which is currently at 16.5 per cent for the year of
assessment 1987/88) on the net assessable value of the
land or building. The net assessable value means that
assessable value of the land or building less an
allowance for repairs and outgoings of 20 per cent of
that assessable value which is the actual annual rent of
the land or building.
Different exemptions and reliefs from Property
Tax are provided in the IRO, including:
1. Business Use by Corporations
A corporation can be exempted from Property Tax
if it satisfies either one of the following
conditions:
A. the profit from the property is subject to
profits tax* or




Property owned by Hong Kong Government or
foreign Governments for consular purposes are
exempted from Property Tax.
3. Owner Occupied
An owner occupying the property solely and
exclusively for residential purposes is exempted
from Property Tax.
4. Clubs and Trade Associations
Property occupied for the purposes of the
activities of the club and trade association is
exempted from Property Tax.
Interest Tax
Interest Tax is covered in Part V of the IRO,
Secs. 28 to 33. The tax is levied on a withholding
basis on Hong Kong source interest. The tax is charged
for each year of assessment at the standard rate, which
is currently at 16.5 per cent for the year of assessment
1987/88, on the recipient of any sum paid or credited to
him in that year which is:
1. Interest arising in or derived from Hong Kong on
any debenture, mortgage, bill of sale, deposit,
loan advance or other indebtedness, whether
evidenced in writing or not
2. That part of an annuity payable in Hong Kong
computed and deemed to be interest chargeable to
interest tax under the provisions of the Inland
Revenue Rules and
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3. The amount by which any proceeds arising in or
derived from Hong Kong on the redemption on
maturity or presentment of a certificate of deposit
or bill of exchange exceed the total sum received
or credited, on the first sale or other disposal
thereof, by or to the person who issued the
certificate of drew or accepted the bill.
Generally, where a person in Hong Kong pays or
credits to any other person interest subject to Interest
Tax he must, at the time he makes the payment or credit,
withhold tax on behalf of the Government. A withholding
agent is liable for the tax required to be withheld.
There are various exemptions from Interest
Tax. The more important ones are:
1. Interest paid by the Government, a licensed bank
and certain public utility companies (including the
Hong Kong Electric Co. Ltd., China Light and Power
Co. Ltd., and the Hong Kong and China Gas Co. Ltd.)
at a rate not exceeding the rate specified by the
Financial Secretary from time to time. The
specified rate is in practice the Hong Kong Dollar
Savings Deposit Rate
2. Interest paid to a licensed bank, a corporation
carrying on business in Hong Kong or to the
Government
3. Interest paid on a Tax Reserve Certificate
4. Interest paid to'a licensed pawnbroker and
registered money lender and
5. Interest paid on a deposit made with a financial
institution carrying on business in Hong Kong.
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Salaries Tax
Part III of the IRO, secs 8 to 13, outlines the
Salaries Tax. Salaries Tax is charged for each year of
assessment on every person in respect of his income
arising in or derived from Hong Kong from any office or
employment of profit and any pension. The tax is levied
on the net chargeable income at progressive rates of up
to 25 per cent but the amount of tax may not exceed the
standard rate (currently at 16.5 per cent for the year
of assessment 1987/88) on the chargeable income before
personal allowances.
Income from any office or employment includes
any wages, salary, leave pay, fee, commission, bonus,
gratuity, perquisite or allowance, except holiday
warrant or passage. Two income items are specifically
included as taxable income in the IRO, gain from stock
options and housing accomodation.
Gain realized by the exercise of, or by the
assignment or release of, stock options by officers or
employers is taxable income.
The benefit of housing accomodation is taxed in
a peculiar way in Hong Kong. Where an employer pays
directly or refunds to the employee all or part of the
rental costs of the employee's accommodation, the
amounts are not treated as taxable income to the
individual. Instead, a deemed rental value of the
accommodation is included in the taxable income of the
employee. The deemed rental value is equal to a
statutory percentage of the employee's salary. The
applicable statutory rates depend on the nature of
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housing provided and are as follows:
One hotel room 4%
Two hotel rooms 8%
Flat, apartment, house 10%
The deemed rental value is then reduced by
any rental payments contributed by the employee.
Therefore, it is possible that the maximum amount
subject to Hong Kong Salaries Tax for company-provided
housing may be 10% of the employee's salary. In
addition, it is important to differentiate a housing
reimbursement from a housing allowance as an allowance
is fully taxable to the employee.
Benefits-in-kind which are not readily
convertible into money's worth are not taxable for Hong
Kong Salaries Tax purposes. Money's worth is a benefit
that is convertible into cash or a payment to a third
party for the discharge of the employee's personal legal
liability.
However, the use of company assets, such as
furniture registered in the company's name, are not
considered to be convertible into money's worth and are
not taxable to the employee. Since the company's assets
are used for business purposes in generating profit
while being used by the employee, the company is able to
write off the assets over their useful lives through tax
depreciation allowances.
This rule also applies to company-provided
automobiles. If (1) the company car, automobile
insurance and the lease on parking space are in the
company's name (2) the employer sets up credit accounts
with various garages and gas stations and all bills are
sent to and settled by the employer or, (3) a chauffeur
is employed by the company, then the personal use of
these items by the employee is not taxable income to him.
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In additional, if the company directly employs
domestic servants for the employee, the benefit will not
create taxable income to the employee. However, if the
employee hires his own domestic servants and the company
subsequently hires their own domestic servants and the
company subsequently reimburses him for this expense,
the reimbursement will be subject to Hong Kong Salaries
Tax.
In all cases, the above benefits should be
deductible as ordinary operating expenses by the
employer as tax depreciation allowances or revenue
expenditure deductions.
The IRO provides that Salaries Tax is levied
only on income arising in or derived from Hong Kong.
However, no rules or definition are given in the
Ordinance. Based on the decision of a recent High Court
case CIRV. Geopfert, a non-Hong Kong employment exists
where the following three factors are present, namely:
1. the contract of employment was negotiated and
entered into, and is enforceable outside Hong Kong
2. the employer is resident outside Hong Kong and
3. the employee's remuneration is paid to him outside
3
Hong Kong.
Where the source of employment is fundamentally in Hong
Kong, the Inland Revenue Department takes the view that
all remuneration for services is subject to Salaries
Tax. Where the source of employment is outside Hong
3IRD, Department Interpretation Practice Notes No.
10 (Revised). IRD, October 1987.
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Kong, apportionment of income on the basis of time spent
in Hong Kong is permitted.
In addition, with effect from 1 April 1987,
income derived by a person from services rendered.
outside Hong Kong is excluded from the charge to
Salaries Tax if in the territory where the services are
rendered the person is chargeable to and has paid tax of
substantially the same nature as Salaries Tax in respect
of that income.
Appendix 1 is a list of the allowances
available under Salaries Tax.
Profits Tax
Profits tax is covered under Part IV of the
IRO, Secs 14 to 27. Sec. 14 of the IRO stipulates that
Profits Tax shall be charged for each year of assessment
at the standard rate on every person carrying on a
trade, profession or business in Hong Kong in respect of
his assessable profits arising in or derived from Hong
Kong from such trade, profession or business.
The Standard profits tax rate for a corporation
is currently at 18 per cent whereas for a person other
than corporation is 16.5 per cent. Section 2 of the IRO
defines: Trade includes every trade and manufacture,
and every adventure and concern in the nature of trade
Business includes agricultural undertaking, poultry
and pig rearing and the letting or sub-letting by any
corporation to any person of any premises or portion
thereof, and the sub-letting by any other person of any
premises or portion of any premises held by him under a
lease or tenancy other than from the Crown.
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On the questions of what constitutes carrying
on a business or trade, one generally would have to look
at the six badges of trade:
1. Nature of commodity
2. Frequency of transaction
3. Subsequent work done
4. Length of ownership
5. Circumstances responsible for realization
6. Motive of transaction
Sec. 15 of the IRO contains provision for
certain receipts which are deemed to be arising in or
derived from Hong Kong:
1. Royalties
2. Financial assistance
3. Lease or rental income
4. Interest income
5. Refund of employer contribution to approved
retirement scheme
6. Interest income of financial institutions
7. Gain on disposals of bill of exchange or
certificate of deposit
The following income is specifically excluded
from tax in Hong Kong:
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1. Profits from sale of capital assets
2. Offshore income
3. Dividend from a corporation chargeable to profits
tax
4. Income already charged to profits tax e.g.
company's share of partnership income
5. Tax reserve certificate interest
6. Government bond interest
7. Profit on sales of government bonds
8. Profit on disposal of securities of unit trusts
9. Interest where interest tax already paid
Generally, all outgoings and expenses incurred
to the extent in the production of taxable profits
during the basis period are allowable deductions for
Profits Tax purposes. The following expenses are
specifically disallowed:
1. Domestic or private expenses
2. Any expenses not expended for the purposes of
producing assessable profits
3. Capital expenditure and capital loss
In determining whether profits is arising in or
derived from Hong Kong, we constantly would have to look
at what is the originating cause of the income and the
operations test usually is the test to determine
whether the income is onshore or offshore Hong Kong.
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Depreciation allowances for capital expenditure
are deducted with respect to qualifying industrial and
commercial buildings and plant and machinery. No
4
investment tax credits are available.
Generally, where a person incurs capital
expenditure on the construction of an industrial
building or structure occupied for the purposes of a
trade, an initial allowance equal to one-fifth of the
capital expenditure may be deducted. Thereafter, an
annual allowance for depreciation equal to 1/25 of the
capital expenditure may be deducted.
Where at the end of the basis period for any
year of assessment a person is entitled to an interest
in a commercial building or structure, a rebuilding
allowance equal to three-quarters of 1 per cent of the
capital expenditure incurred on construction is made for
that year of assessment.
Where a person carrying on a trade, profession
or business incurs capital expenditure on the provision
of machinery or plant for the purpose of producing
profits chargeable to Profits Tax, an initial allowance
of 55 per cent is made.
Where, during the basis period for any year of
assessment or during the basis period for any earlier
year of assessment, any machinery or plant is owned or
in use for the purpose of producing profits subject to
Profits Tax, an annual allowance for depreciation by
wear and tear is made. This annual allowance is
4John K. Connor and Philip Marcovici, Business
Operation in Hong Kong. (USA: Tax Management Inc.,
1986), P.A-16
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calculated at the rates of depreciation prescribed by
the Board of Inland Revenue and included in the IRRs.
The allowance is computed on the reducing value of each
class of machinery or plant. There are three classes
rate, 10 per cent, 20 per cent or 30 per cent.
Evaluations
In the previous sections, we have described the
general philosophies and characteristics of the Hong
Kong taxation system and have outlined an overview of
the various types of tax in Hong Kong. In this section,
we would evaluate the various distinct factures of the
Hong Kong taxation system.
1. Simple with Loopholes
One of the major philosophy underlying the Hong
Kong taxation system is the simple legislation.
However, one of the by-product of this simple
legislation is the loopholes which a simple system
inevitably contains. The simple legislation in
Hong Kong has been shown to be deficient in
combating tax avoidance schemes created by tax
consultants. These schemes normally have their
origin in high tax countries. Before 1986, the IRO
only contains a generally anti-avoidance provision
for artificial and fictitious transactions. Based
on previous tax cases, it is in fact quite
difficult for the IRD to prove that a transaction
is artifical or fictitious. The 1986 Amendments to
the IRO contain new provisions which attack
trafficking of loss companies and also attack
transactions entered into for the sole or dominant
purpose of obtaining a tax advantage.
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2. Simple Tax Planning Available
Due to the simple legislation in Hong Kong, it is
very easy to implement certain tax planning
schemes. Some of the more common schemes include
employer-provided housing and free holiday
warrant/air passage for Hong Kong Salaries Tax as
well as the creation of royalty payment for Hong
Kong Profits Tax. These schemes are very commonly
used and such practices are generally accepted by
the IRD.
3. Low Tax Rate and Simple Filings
The low tax rate in Hong Kong is commonly known.
In fact, certain countries regard Hong Kong as one
of the tax haven countries. However, one area
which is not as commonly known is the simple tax
filing system in Hong Kong. The tax filings in
Hong Kong are simple and clearly set out. Since
Hong Kong relies a lot on foreign investments, a
simple tax filing procedure will enhance the
confidence of foreign investors and in fact, should
be publicized in the future.
4. Unreliable Source of Income
The major source of revenue of the Hong Kong
Government is from direct taxation. In fact, the
main tax revenues in Hong Kong are coming from tax
on profits or income which is vulnerable to
economic fluctuation and is therefore an unreliable
source of income. This can be seen from the fact
that during period of economic recession, due to
the reduction in profits and income, the tax rate
has to be raised to increase the revenue. Whereas
during the past two years, due to the economic
booms in Hong Kong, the tax rate was reduced in two
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consecutive years and represented a total tax rate
cut of 1.5 per cent.
5. Unfair
The IRD has always been described as not fair in
that a group of people (i.e. the sandwich class)
is paying a more than fair share of the taxes than
other people. In fact, there have always been
requests to change this situation. According to
information provided by the IRD, Salaries Tax
collected represented over 25 per cent of the total
revenue collected by the IRD and for the year
1985/86, there were a total of 686,928 taxpayers,
out of which only 33,771 (4.9 per cent) paid the
standard rate of 17 per cent. However, the amount
of Salaries Tax paid by these 33,771 taxpayers (4.9
per cent) made up of over 45.5 per cent of. the
total Salaries Tax collected. In fact, well over
half (51.75 per cent) of all taxpayers contributed
only 4.95 per cent of total Salaries Tax charged.
On an average, each of these taxpayers paid less
than HK$800 in salaries tax. This proves that the
criticism is well-grounded. However, the
Government does not seem to have any plan for any
changes in legislation to correct the above
situation.
6. Separate Assessment for Husband and Wife
In the past few years, there are strong pressures
on the Government to allow separate assessments for
husband and wife. The main reason is that the Hong
Kong Salaries Tax rate is on a progressive scale.
Aggregation of income for the husband and wife will
push them to a higher tax bracket. The excuse put
up by the IRD is that separate assessment will
create a lot of work burden (due to the new files
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created for married women) to the department and
will necessitate a major change to the existing
computer program used by the IRD. In view of the
strong pressure nowadays on equality between man
and woman, it is probable that separate assessment
will be allowed in the near future.
7. Trading Profit and Capital Gain
Since capital gain is not subject to tax in Hong
Kong, it is of utmost importance to distinguish a
trading gain from a capital gain for Hong Kong tax
purposes. For example, a company may claim that
the purchase and sale of a property was an
investment giving rise to capital gain whereas the
IRD may claim that it was an adventure in the
nature of trade giving rise to a revenue profit
which is subject to tax in Hong Kong. Even though
there are numerous previous tax cases in this area,
a clear cut definition of trading profit and
capital gain still cannot be drawn. This is one of
the common dispute areas between taxpayers and the
IRD. As a matter of fact, it is quite common for
professional tax consultants to create tax planning
structure to change a trading profit into capital
gain.
8. Territorial Concept (Onshore/Offshore Profit)
As discussed earlier, the territorial concept under
the Hong Kong taxation system means that offshore
profit is not subject to tax in Hong Kong.
However, there is also no clear cut definition on
whether a profit is onshore or offshore and the
totality of facts of a particular case will have to
be looked at. In fact, many professional tax
consultants are involved in structuring business
operations so that the profit therefore would
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qualify as offshore profit in Hong Kong and pays
tax nowhere. This, of course, is also one area of
common dispute between taxpayers and the IRD.
Based on the above evaluations, we would
conclude that the Hong Kong taxation system is able to
achieve the objectives of the underlying philosophies.
From a foreign investor's point of view, the system is
simple and easy to understand. It also has a stable low
tax rate with the important territorial concept under
which only Hong Kong sourced income is taxed. In
addition, dividend and capital gains are not taxed. Of
course, the prosperity of Hong Kong is not only
attributable to the taxation system. However, there is
no argument that it is one of the important factors for
attracting foreign investors to invest in Hong Kong.
Future Trend
The Commissioner of Inland Revenue Department
indicated that it is the policy of the Hong Kong
Government to preserve the existing system as far as
possible in the run up to 1997 and radical changes are
5
unlikely.
The Commissioner indicated that he does not
want to see a high tax rate in Hong Kong, even a slight
increase in corporate Profits Tax from the existing 18
per cent to say 20 per cent. Historically, the Hong
5Anthony Au-Yeung, An Overview of the Present and
Future Position of Hong Kong's Taxation System. A Talk
to the Hong Kong General Chambers of Commerce, February
2, 1988
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Kong corporate Profits Tax rate has never been higher
that 18.5 per cent and any increase above that level is
likely to be viewed as adversely affecting the
confidence of foreign investors.
The Commissioner also indicated that a capital
gains tax is also not likely in Hong Kong because this
would be contrary to the philosophies of the Hong Kong
taxation system. The commissioner recognized the
importance of maintaining a favorable investment
climate. In his view, a tax on capital gain will divert
investors to other countries impede the movement of
capital hinder economic growth and penalise savings.
Based on our discussions with various tax
professionals, there will not be significant changes in
the underlying philosophies in the Hong Kong taxation
system in the coming years, like the territorial
concept, a low tax rate and non-taxability of dividend
and capital gain. However, there is a trend for new
legislations to close the existing loopholes in the tax
laws and for a stricter anti-avoidance rules to
discourage tax avoidance.
In order to widen the tax base to meet the
increasing funds requirements for housing, education,
medical services, welfare amenities, and other major
capital projects to expand the infrastructure of Hong
Kong (e.g. new harbour and airport, etc.), the
Government is considering the implementation of indirect
taxes. Such an indirect tax is based on consumption
rather than profits or income. It is thus much less
vulnerable to economic fluctuations and is therefore a
more stable source of revenue. At present, indirect
taxes are only levied on petroleum products, tobacco,
liquor and cosmetics. The Government believes that
there will be scope for a low rate consumption sales tax
which if properly administered would neither distort the
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general pattern of consumption nor affect the general
standard of living in Hong Kong.
In his 1988/89 Budget Speech, the Financial
Secretary commented on the Government's strategy for
public revenue over the next few years. The Financial
Secretary proposed to move the Hong Kong overall fiscal
regine towards what he believed to be a more robust and
equitable shape. However, he assured that nothing would
be proposed to alter the balance between direct and
indirect taxes without a careful consideration of the
potentical effects. The Government is working to
identify the advantages and disadvantages of different
ways of bringing about a move towards indirect taxes.
The Financial Secretary suggested three basic criteria
for the new indirect tax. Firstly, it should produce a
stable and worthwhile revenue yield at a low tax rate
secondly, it should cause minimal distortion to the
economy and thirdly, it should be simple and cheap to
administer.
The Financial Secretary admitted that the new
indirect tax is a complex area and many factors remain
to be considered. However, the proposal for indirect
tax has been criticized severely by many members of the
Legislative Council and the general public for being
inequitable, causing inflation and creating additional
cost to manufacturers so as to weaken Hong Kong's
competitive power in the international market. We
believe, that it is not likely that a substantial form of




THE TAXATION SYSTEM IN THE PRC
In this Chapter, an overview of the taxation
system in the PRC is presented in five major phases.
First, the historical development of the taxation system
is examined. Second, the underlying philosophies and
characteristics of the-PRC taxation System is analysed.
Third, relevant specific taxes on individual income,
joint venture income, foreign enterprises income,
industrial commercial consolidated tax and real estate
tax are described. Fourth, taxation of export-oriented
enterprises and technologically-advanced enterprises and
the Agreement on Avoidance of Double Taxation are
specially reviewed. Last, an evaluation is carried out
with future trend predicted.
Development of the System
Income tax has a relatively short history in
the PRC. Shortly after the introduction of the Law of
the PRC on Joint Ventures Using Chinese and Foreign
Investment in 1979, China promulgated various tax laws
and regulations which apply to foreign investors only.
A listing of major tax laws and regulations affecting
foreign companies and'individuals doing business in the
PRC is included in Appendix 2.
Due to the short history and the lack of
experience and precedence, current tax regulations are
somewhat general in nature and contain a certain degree
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of flexibility that allows, and often necessitates,
lengthy discussions to clarify many tax issues. Thus,
decisions involving taxation in China should be made on
the basis of specific and detailed analysis of the
proposals contemplated.
Philosophies and characteristics
China is a country with huge territory. It has
one of the world's largest population and has a rich
reserve of natural resources. However, it lacks
advanced technology. The machinery, equipment,
technology and methodology used are out of date. It
also lacks capital as well as skilled and properly
trained labour. As an effort to achieve the Four
Modernization, China will need to attract foreign
investments. Due to the fact that China is with such a
hugh territory and lacks capital, the Government has to
decide on specific industries and locations that should
first be developed. A taxation system for foreign
investment must be able to meet the above challenge. In
this section, we will analyse the underlying
philosophies and characteristies of the PRC taxation
system in trying to meet such objectives. Our analysis
is based mainly on comments of the PRC tax officials and
tax professionals in the PRC tax areas.
1. Different tax laws for different form of operations
and different locations
The PRC Government believes that the taxation
policy must be used as a tool to attract foreign
investments into different forms of business,
specific industries and specific geographical
locations. As a result, there are different tax
laws promulgated for different form of investment,
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different industries and different geographical
areas.
Different tax laws apply to Foreign Enterprises,
Joint Ventures, each of the Four Special Economic
Zones (SEZs), the 14 coastal cities, the three
delta areas (Zhujiang, Changjiang and Xiamen), and
certain specialized industries (e.g., petroleum,
farming, forestry, harbour construction, etc.).
Each has its own characteristics and preferential
treatments. This has complicated the tax
regulations in the PRC and has caused the illusion
that there is no nationwide tax laws in the PRC.
The mode of business operation must be identified
in order to determine the type of tax that applies
to a business entity. The tax laws applicable to
different operation are detailed on Appendix 3.
2. Taxation system based on residency of taxpayer and
source of income6
The PRC Government always regards taxation policy
as an internal policy of a country. As a result,
the taxation philosophy is self-centred. However,
the PRC Government also recognizes the need for
considering the international aspect of the tax
regulations. In fact, before the promulgation of
the foreign income tax laws, many international tax
experts were invited to give comments and
suggestions on the proposed new tax laws.
Consistent with the self-centred philosophy, one
of the major principles in the PRC foreign taxation
6Jin Xin, Principles and Implementation of the PRC
Taxation System, China Taxation, December 1987, P.3
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laws is the concept of taxation jurisdiction. The
concept of taxation jurisdiction can be looked at
from two aspects:
A. Place of permanent residence
For PRC residents, the tax jurisdiction is all
inclusive (i.e. worldwide). In other words,
PRC residents (including natural and legal
persons) are subject to PRC taxes on their
income both within and without the PRC. In
other words, residents are taxed on worldwide
income. Foreign tax credit will be granted on
foreign country taxes levied on the non-PRC
income.
B. Source of income
For non-residents, the tax jurisdiction is on
PRC-sourced income. In other words, non-
residents will only be taxed on income from
within the PRC. In this aspect, tax will be
levied on income derived from a permanent
establishment in the PRC of a non-resident. In
addition, non-residents normally are taxed on a
withholding basis on PRC-sourced income.
Dividend, interest, rental and royalty paid to
non-residents are subject to a 20% withholding
tax in the PRC.
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3. Preferential treatments to attract foreign
investors?
One philosophy of the PRC tax laws is preferences
in tax regulations and lenience i.n interpretation.
In fact, there are many preferential tax treatments
available to foreign investors in the PRC. There
are tax holidays for joint ventures, reduction in
withholding tax for certain technology fee and
interest, additional tax incentives for
export-oriented and technologically-advanced
enterprises, reduced income tax rate in Special
Economic zones and 14 coastal cities, etc. The
Individual Income Tax is also reduced by 50% with
effect from August 1, 1987 making it even lower
than Hong Kong salaries tax over a wide salary
range. In fact, tax incentives are numerous in the
PRC and have been used as a tool to attract foreign
investments. These incentives together with the
extensive tax treaty network provide a good
opportunity for business and tax planning.
4. Avoidance of double taxation through the use of tax
treaty8
Foreign taxation laws are promulgated as a result
of the open door policy in China. Due to the
strong desire to attract foreign investments, the
PRC Government also sees the need to avoid double
taxation of foreign investors. In addition, the
PRC Government also wants to make sure that the tax
incentives (e.g. tax holiday and exemption) offered




foreign investors. From foreign investors' point
of view, if they have to pay tax both in the PRC
and in their home countries on the same income,
they would be double-taxed. In addition, tax
incentives in the PRC would be less attractive if
tax savings in the PRC would just mean additional
tax in the foreign investors' home countries. As
result, the PRC Government has been very active in
negotiating and concluding Double Taxation
Agreement ('DTA') with other countries. In
addition, many DTAs have tax sparing credit
provisions.
Having discussed the philosophies and
characteristics of the PRC taxation system, we will
analyse the tax laws which are of primary importance to
foreign business entities operating in China, including
the Individual Income Tax Law, the Joint Ventures Income
Tax Law, the Foreign Enterprises Income Tax Law, the
Industrial and Commercial Consolidated Tax Law and the
Real Estate Tax Law.
Individual Income Tax (IIT)
IIT is levied on an individual's income




In summary, if an individual is resident in
China for:
Less than 90 days in a calendar year,
income received from a foreign employer is
normally not taxable.
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90 days or more, but less than the entire
tax year, he is taxed on all
Chinese-source income during the period of
residence.
More than one year, he is taxed on all
Chinese-source income plus any income
remitted into China.
More than five years, his worldwide income
beginning from the sixth year of residence
is taxed.
The above 90-day foreign employment exemption
rule does not apply to the following individuals:
1. Employees working in China for enterprises
operating in China, including Chinese State-owned
enterprises or enterprises with foreign investments.
2. Employees whose remuneration has been charged to
the establishment or operation in China (including
representative office, subcontractors for
construction, installation, assembly or
exploration).
The above individuals will be subject to IIT
even if they stay in China for less than 90 days during
a calendar year.
However, foreign employees who 1) work in China
for foreign enterprises or joint ventures, 2) reside in
.China to perform their employment responsibilities and
3) have no intention of establishing a permanent
residence in China, are not subject to IIT on income
earned outside China.
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The following categories of income are taxable
under IIT:
Wages and salaries
Compensation for professional services
Royalties
Interest, dividends and bonuses from
investments
Income from the lease of property
An individual may deduct RMB800 per month in
computing the monthly IIT. Any excess is then taxed at
rates ranging from 5 per cent to 45 per cent. The tax
rate table for IIT is shown on Appendix 4.
In the case of compensation for personal
services, royalties and rents, a fixed deduction equal
to the greater of RMB800 or 20 per cent of the gross
income is allowed. For interest, dividends or other
kinds of income, no deduction is allowed.
Effective August 1, 1987, IIT on salaries and
wages derived by foreign individuals in China is allowed
a 50 per cent reduction. However, this is not
applicable to compensation for personal services,
royalties, interests, dividends and rental income.
The PRC IIT borne by employers are taxable
income to the individual. The amount to be added to the
individual's compensation for this purpose is referred
to by the tax authority as tax gross-up or tax
subsidy. The calculation should be based upon the
.following formula:
Total Quick ReckoningTax
compensation x Tax Rate- Method Deduction
Gross-up
1 - Tax Rate
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The tax rates and the quick reckoning method
deductions are set out on Appendix 5.
Joint Venture Income Tax (JVIT)
All equity joint ventures with Chinese and
foreign investments are subject to JVIT. The taxable
income..of a joint venture is its worldwide net income in
a tax year after deduction of costs, expenses,
depreciation and losses. Joint ventures must use the
calendar year as their tax year.
Losses cannot be carried back, but they can be
carried forward for five years.
The JVIT rate is 30%. In addition, there is a
local tax of 10% of the assessed Joint Venture Income
Tax. Hence, the total tax rate is 33%. Furthermore, a
withholding tax is assessed at the rate of 10% on the
amount remitted when foreign joint venture partners
repatriate their profits from China.
Foreign tax paid on the foreign-source income
of the joint venture can be used as a credit to offset
the Chinese JVIT on such foreign-source income.
A joint venture formed for a duration of 10
years or more is entitled to full exemption from JVIT
for two years commencing from the first profit-making
year and to a 50% tax reduction in the next three
years. The first profit-making year refers to the year
when a joint venture has taxable profits after
.offsetting the allowable losses from previous years.
Joint ventures engaged in relatively low-profit
operations, such as farming and forestry, or joint
ventures established in remote, economically
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under-developed regions are allowed a 15- 30% reduction
in JVIT for 10 years following the normal tax exemption
and reduction period.
If a foreign partner reinvests its share of the
joint venture profit in China for five years or more,
the government will refund 40% of the JVIT on the
reinvested amount. The refund does not include the
local tax paid nor the Industrial and Commercial
Consolidated Tax (ICCT) paid. The reinvestment must be
in the same joint venture or in another new joint
venture or in a wholly foreign-owned enterprise
established in China.
Deduction of entertainment expenses is limited
to 0.3% of total sales income or 1% of total business
income.
Straight-line depreciation is used.
Accelerated methods are permitted only if approved by
the Tax Bureau. Depreciation of fixed assets is
computed on cost less a 10% residual value. The useful
lives of assets are as follows:
Years
20Houses and buildings
Trains, ships, machines, equipment
10and facilities used in production
Electronic equipment, means of
5transportation other than ships
and trains.
The cost of intangible assets should be
amortized over the period specified by the respective
joint venture agreements. In the absence of such
specifications, companies should amortize such assets
over 10 years. Organizational expenses incurred during
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the pre-operation period of the joint venture can be
amortized at a maximum rate of 20% per year.
Inventories are to be valued using historical
cost. A joint venture can elect either the first-in
first-out, moving average or weighted average cost
method.
Accounting should be on the accrual basis.
Accounting books, records, etc., must be kept for at
least 15 years. Accounting records and reports should
be maintained in Chinese or in both Chinese and a
foreign language.
Foreign Enterprises Income Tax (FELT)
FELT is levied upon:
Establishments set up in China by foreign entities
for independent operation.
Foreign entities engaged in cooperative production
or operation of business with Chinese entities.
Foreign entities that do not have establishments in
China but are receiving dividends, interest,
rental, royalties or other income originating in
China.
Establishments are defined as the organizations
or places set up for business or for agents stationed in






Places for exploration of natural resources




The taxable income of foreign enterprises with
establishments in China is the net income for the tax
year adjusted for nonallowable and nontaxable items.
Deemed and Actual Profit Basis
In cases in which the period of operation is
short and accurate vouchers of costs and expenses cannot
be provided and, hence, the amount of taxable income
cannot be accurately calculated, a deemed rate of
profit, determined by the relevant Tax Bureaux, may be
used in calculating the taxable income. The currently




The stated tax rates are applied to the deemed
taxable income to determine the actual tax liability.
A foreign enterprise which wishes to be taxed
on an actual basis must satisfy the following six
conditions:
Register with the SAIC
Set up a bank account in China
Establish its own accounting policies and systems
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Keep its own books of account and prepare financial
statements that must be audited by a Chinese CPA
firm
Have proper invoices and vouchers to support all of
its expenditures
Have statements certified by a recognized
international CPA firm, as recommended by the
Chinese tax authority, to verify the value of
assets brought into China, for the purpose of
computing depreciation
The tax year is the calendar year, but a
foreign enterprise may apply to the Tax Bureau for
approval to use its fiscal year for tax purposes.
Losses cannot be carried back, but they can be carried
forward for five years.
The FELT rates are set out on Appendix 6. In
addition, local tax of 10% of the taxable income is
payable to the local authority. Foreign enterprises
engaged in small-scale production (taxable income less
than RMB1,000,000), or in what are considered low-profit
operations may be allowed a reduction in, or exemption
from, local tax upon approval by the local authority.
Deductions
Similar to JVIT, deductions for entertainment
expenses are limited to a certain percentages of net
sales or business income. Depreciation of fixed assets
and amortization of intangibles are similar to JVIT.
Head office general and administrative expenses
allocated to a Chinese branch and actual expenses paid
by the head office for the Chinese branch are
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deductible, provided the following documents are
available:
Certified documents and vouchers from the head
office.
Financial reports certified by auditors acceptable
to China.
Support for the expenses must be examined and
approved by the Chinese Tax Bureau.
Withholding Tax
Foreign enterprises without an establishment in
China are subject to a 20% withholding tax on gross
receipts from dividends, interest, rentals, royalties
and other income sourced in China. The withholding tax
is reduced to 10% on royalties for patents and
technology supplied in connection with such projects as
agricultural, forestry, fishery and animal husbandry
production scientific research production of energy
resources improvements in the fields of communication
and transportation conservation of energy prevention
of environmental pollution and use of highly significant
technology.
Withholding tax may be exempted entirely for
items considered to be technically superior and that
have been supplied to China on favorable terms.
Withholding tax will also be exempted on the value of
.proprietary technology contributed by foreign investors
in payment of their capital investments in joint
ventures if there are no further fees charged to the
Chinese partner for its use.
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Interest earned by foreign entities through
credit or trade agreements concluded with Chinese
entities from 1983 through 1990 and the net income
earned under leasing agreements after deducting the
value of the equipment leased, may be, taxed at 10%
within the duration of the relevant agreement. Interest
earned by foreign entities on the cost of equipment and
technology in compensation trade and processing
contracts is exempted from withholding tax. There are
also various other exemptions on interest withholding
tax.
Industrial and Commercial Consolidated Tax (ICCT)
ICCT is levied on enterprises and individuals
engaged in industrial production, import of foreign
goods, retail business, transportation and
communication, purchases of agricultural produce,
commercial and service trades. Joint ventures are
exempted from ICCT on imported materials.
The tax is imposed on agricultural products at
the stage of production and is imposed on imported goods
at the stage of importation. When the goods are
subsequently sold, the tax is imposed on the turnover.
For those engaged in communications and transportation,
or in other service trades, the tax is imposed on the
revenue received.
ICCT rates are classified in accordance with
different products and trades. There are 40 different
tax rates for industrial and agricultural products, with
cigarettes and alcoholic beverages taxed at the highest
rates, 69% and 60%, respectively. Most other. goods are
taxed at rates ranging from 5% to 15%. However, the tax
rates for necessities are lower than those for
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non-necessities, and tax rates for materials used in
production are lower than those for consumer goods.
There are different tax rates for commercial
retailing, communications and transportation, service
trades. Details are set out on Appendix 7.
Real Estate Tax
Real Estate Tax is levied on the owner of real
estate or by the custodian or the user of the property
on behalf of the owner or mortgages. The tax is levied
on the value or rent of land and/or buildings. It is
computed at the rate of 1.2% of the value or at 18% of
the rental income. The value is deemed to be the
original cost less 30%. This is a local government tax
and exemptions generally are available for foreign
investments in the first few years depending on
different local government policy.
Taxation in the Special Economic Zones and
the Economic and Technological Development
Zones of the 14 Coastal Cities
Provisional regulations on Income Tax and ICCT
have been promulgated by the State Council for the 14
coastal cities as well as the four Special Economic
Zones. In these zones, there is only one income tax
which is applicable to all forms of foreign investment.
The income tax rate is reduced to 15%. There are also
various other preferential provisions.
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Taxation of Export-Oriented Enterprises and
Technologically-Advanced Enterprise
Provisions for the encouragement of foreign
investments in export-oriented enterprises and
technologically-advanced enterprises were promulgated by
the State Council in 1986. Export-oriented enterprises
refer to enterprises which export more than 70%, in
value, of the total production. Technologically-
advanced enterprises refers to enterprises possessing
advanced technology and engaging in developing new
products, upgrading of existing products or in the
production of import substitutes. Export-oriented
enterprises and technologically-advanced enterprises are
to be assessed and confirmed by the local Commission for
Foreign Economic Relations and Trade. Following is a
summary of tax exemptions and reductions:
1. Extending the present tax holiday period by a
further three years at half the profits tax rate.
2. Granting enterprises which export 70% or more of
their total production a 50% cut in profits tax.
3. Exempting remittances from withholding tax.
4. Exempting exports from Industrial and Commercial
Consolidated Tax.
5. Refunding in full income tax paid on profits
reinvested in export-oriented or high-tech
companies for a period of five years or more.
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Agreement on Avoidance of Double Taxation
China has signed Agreements on Avoidance of
Double Taxation with many countries. The ones that are
effective include those with the United Kingdom, Japan,
France, the Federal Republic of Germany, Singapore,
Thailand, New Zealand, Sweden, Canada, Denmark, Malaysia
and the United States. The ones that have been signed
but are pending ratification include those with Belgium,
Finland, Italy and Norway.
Discussions with respect to double taxation
agreements with other countries are in progress and some
will likely be concluded in the near future. These
include Yugoslavia, Switzerland, Austria, the
Netherlands, Australia and Czechoslovakia.
Evaluations
1. Lack of precedence
The PRC foreign taxation laws have only a history
of 7 years and are still at the infant stage. Due
to the short history, there are not many
precedences that foreign investors can follow.
This, together with the fact that the tax laws are
not comprehensive, has created a lot of problem due
to differences in interpretation of the tax laws.
Differences in interpretation not only exist
between taxpayers and tax officials but also among
different tax bureaux. In addition, unlike the
more liberal countries, taxpayers are still
reluctant to bring their cases to the People's
Court in the PRC. This is a major drawback to the
PRC foreign taxation legislations. Uncertainty in
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tax consequences has hindered foreign investors'
decision to invest in the PRC.
2. Different tax laws create confusion
As discussed earlier, different tax laws apply to
different form of business operations, different
industries and different geographical areas. This
has created a lot of confusion for the foreign
investors. We believe that the PRC Government
should implement a unified income tax laws for all
type of foreign investments as soon as possible.
Special tax provisions for specific industries and
areas can be clearly provided for in the unified
tax laws.
3. Complicated Tax filings
Unlike Hong Kong, the PRC tax filings are famous
for its complexity. For example, IIT has to be
filed on a monthly basis and a taxpayer may be
required to visit the local tax bureau every month
to file his own tax return and pay the tax. Even
though some simplification has been achieved now,
the monthly filing still is a very time consuming
process and has created extra operating cost for
the foreign investors.
As another example, for JVIT and FELT purposes, a
Chinese CPA report must be submitted. However, due
to the fact that there are not enough qualified
CPAs in the PRC, foreign investors are reluctant to
comply with this requirement. Even the tax bureau
may not have confidence over the Chinese CPA report
and may carry out a separate tax audit. As a
result, a joint venture may be faced with several
audits within a year: Chinese CPA audit,
International CPA audit (for parent company or
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financial statement consolidation purposes) and tax
bureau audit.
4, Inexperienced Tax officials
One major handicap for the development and
implementation of foreign taxation laws in the PRC
is insufficient experienced and trained tax
officials. Most tax officials are inexperienced in
the taxation laws affecting foreign investments and
since China is a huge country, the local tax bureau
may not have previous experience in dealing with
foreign investors. As a result, it takes time to
build up rapport and establish mutual trust. The
inexperienced tax officials, the lack of precedence
and the insufficient details of the tax laws have
to be resolved before a complete and efficient
taxation system can be set up in the PRC.
5. Flexible Tax Exemption
Flexible tax exemption is also one of the
characteristics of the PRC tax laws. Most tax
holidays and incentives are stated in the tax
laws. However, the tax laws also have provisions
that enterprises with special difficulties, or
enterprises in special industries or with special
technology can request for additional tax
preferences. Even though the approval is not
automatic, there are many instances that special
tax exemptions are granted. As a result, it gives
foreign investors an impression that the tax laws
in China is negotiable. Of course, the tax bureau
would want to have flexibility so that special
industries are encouraged and special technology
are attracted into China. However, too much
flexibility may create doubts over the spirit of
the law and every foreign investor would try to
negotiate for a longer tax holiday.
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6. Frequent changes
Due to the fact that the PRC tax laws are newly
enacted, it is not very comprehensive and is not in
a complete or perfect condition. The GTB has been
trying very hard to obtain comments and suggestions
from international tax professionals to improve the
existing taxation system. New regulations are made
to cover areas omitted in the original tax laws or
to supplement new Government policies. One major
issue in the tax law changes is that the changes
are seldom made on the law itself. Tax laws in
China are promulgated by the National People's
Congress which is supposed to meet once every
year. It also takes a long time to explain to the
representatives of the National People's Congress
on the reasons for the tax law changes. As a
result, pursuant to the power provided under the
tax laws, changes in tax laws are normally
implemented through Circulars issued by the GTB.
The above has created two major problems to foreign
investments. Firstly, frequent changes create
uncertainty over the tax laws changes in the
future. Secondly, only few people can have a
complete set of Circulars issued by the GTB. The
incomplete tax laws will creat omission or errors
in decision making and lack of confidence over the
PRC tax authority.
Based on the above evaluations, we would
conclude that the PRC taxation system has only been able
to achieve some of the objectives of the underlying
philosophies. However, there are still many areas for
improvement. From a foreign investors' point of view,
the tax filing procedures will need to be simplified.
The tax officials should undergo more formal and proper
training. The most important of all, changes in tax
laws should be made known to all foreign investors and a
49
more systematic ways to change tax laws should be
considered. All foreign investors are aware of the fact
that there are tax preferential treatments in China.
However, they are also interested to know what are the
preferences whether the preferences are the most
updated and whether it will be changed in the future.
Future Trend
China is a country of old history. However,
the PRC foreign taxation laws are extremely new and are
still at the infant stage. The General Taxation Bureau,
together with the various Provincial and City Tax
Bureaux, has been very active in soliciting comments and
suggestions to improve the foreign taxation laws in the
PRC. Based on our interviews with the various PRC tax
officials and tax consultants, we understand that the
PRC tax authority is trying to unify the existing tax
laws in China. As discussed earlier, there are
different tax laws applying to foreign enterprises and
joint ventures and it has caused quite a lot of
confusions and misunderstandings. The GTB has been
actively working towards combining tax laws on foreign
investments into one single legislation. This is
described as the first stage of reform. It is expected
that this will be completed within 2 years' time.
According to the PRC tax officials, the second
stage of reform is to change the existing ICCT, which is
a tax on turnover, to a Value Added Tax ('VAT'). The
change is meant to solve the existing double taxation
problem under the ICCT laws. According to unofficial
estimates, taxes on turnover have accounted for more
than 80% of the total tax revenue in the PRC and revenue
from income tax is not very significant as compared with
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the tax on turnover. Turnover tax has always been
described as inequitable because tax is levied no matter
whether there is profit or loss. By a change to VAT, it
is hoped that the double taxation issue under ICCT would
be resolved. It is also hoped that there would be more
revenue generated from income tax than turnover tax.
The final stage of reform, which is not
expected to complete within the next 10 years, is the
unification of tax laws for domestic Chinese enterprises
and enterprises with foreign investments. In the past,
the profits of domestic Chinese enterprises belong to
the State. This has been changed after the tax reforms
in China in 1983 and 1984. After the two stages reform
in 1983 and 1984, domestic enterprises are paying taxes
instead of paying the entire profit to the State.
However, the tax rate for domestic Chinese enterprises
is much higher than the tax rate for enterprises with
foreign investments (i.e. JVIT and FEIT). It is hoped
that at the completion of the final economic and tax
reforms, a unified tax system can be developed which




Chapter II and III outline an overview of the
taxation system in Hong Kong and the PRC respectively.
At the start of this report,. we have said that many
foreign investors usually use Hong Kong as a stepping
stone in entering the China market. Most of them are
either Hong Kong based or have subsidiaries in Hong
Kong. They are quite familiar with the taxation system
in Hong Kong but not in the PRC. In this Chapter, we
compare the two taxation systems in greater details
along the following dimensions:
1. Legislation
A. Orangization structure
In the PRC, tax laws are promulgated by the
National People's Congress and the tax laws are
carried out by the GTB, Ministry of Finance.
Appendix 8 is an organization structure of the
PRC Tax Bureau. The daily tax filings are
handled by the various local tax bureaux at the
City or County level. A lot of times, due to
lack of precedence and inexperience of tax
officials, there are differences in
interpretation among different tax bureaux.
This inconsistent tax treatment to foreign
investors has a far reaching effect and has
significantly damaged the reputation of the tax
authority in the PRC.
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In Hong Kong, tax laws are passed by the
Legislative council and the tax laws are
carried out by the IRD, reporting to the
Financial Secretary. Disputes between
taxpayers and tax administrators are inevitable
in any country and Hong Kong is no exception.
However, the IRD has been quite consistent in
handling tax cases and inconsistency is not..
very common.
In addition, in order to facilitate tax filings
by taxpayers, the IRD publishes Departmental
Interpretation and Practices Notes on new and
important tax legislations.
We believe that the GTB should try to implement
procedures to avoid inconsistencies in
interpretation and simplify the appeal
procedures so that aggrieved taxpayers can
appeal to the GTB more easily.
B. Tax Law
In the PRC, different tax laws applied to
different forms of investments. The JVIT is
applied to equity joint ventures whereas the
FELT is applicable to contractual/cooperative
joint ventures and wholly foreign-owned
enterprises. There are differences in tax
rates and tax holidays between the two tax
laws. In addition, different tax provisions
are applicable to special industries and
special areas. The different tax legislations,
of course, have its pros and cons. The
intention of the PRC Government is trying to
make use of the taxation policy to attract
foreign investments into specific industries
(e.g. harbour construction, forestry and
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farming, etc.) or into special areas (e.g. SEZs
and ETDZs). However, this diversity of tax
laws has also confused foreign investors. Some
even do not know there is a nationwide tax law
in the PRC.
In Hong Kong, one single tax law, the IRO
applies to all forms of investments. There is
no difference in tax regulation for local or
overseas investments. This is one of main
philosophies of the Hong Kong tax system-
simple and effective. In fact, the tax law in
Hong Kong is easily understandable and very
simple in complying with.
In view of the illusion to foreign investors
created by the different tax laws, the GTB
should try to combine the various income tax
laws into one single legislation with specific
sections for special industries and special




The PRC tax system is based on residency of
taxpayer and the source of income. PRC
residents are subject to PRC taxes on their
worldwide income. This is in line with the
taxation system in many other countries. e.g.
U.S.A., Australia and Canada. In this respect,
an equity joint venture will be subject to JVIT
on its worldwide income. This also applies to
wholly foreign-owned enterprises. In addition,
a Chinese resident is subject to IIT on his
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worldwide income. Due to the famous
territorial concept, Hong Kong tax is only
chargeable on income which arises in or is
derived from Hong Kong. There is no concept of
residency and offshore income will not be
charged to tax in Hong Kong even if it is
received by a Hong Kong incorporated company or
a Hong Kong resident. This represents an
attraction to many foreign investors who may
want to use Hong Kong as a reinvoicing centre
or for setting up their regional headquarters
in Hong Kong.
The territorial concept of Hong Kong and the
residency concept used in the PRC are one of
the fundamental differences between the
philosophies of the Hong Kong and the PRC tax
systems.
B. Agreement on Avoidance of Double Taxation
('DTA')
Due to the territorial concept in the Hong Kong
tax system, the Government does not feel a need
for the conclusion of any DTA with other
countries because Hong Kong just levies tax on
Hong Kong sourced income.
Without any DTA, Hong Kong may be in a
disadvantageous position when foreign investors
are considering international tax planning.
However, it does not appear that any DTA will
be concluded by the Hong Kong Government in the
near future.
In the PRC, due to the worldwide income and
residency concept of taxation, it is possible
that double taxation arises. In order to
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alleviate this issue, the PRC Government has
entered into DTAs with most industrialized
countries.
The DTA network in fact is important to China.
The DTA will provide protection to foreign
investors against double taxation. The DTAs
will also provide for reduced withholding tax
rates or income exemption in the home countries
of the foreign investors. In addition, certain
DTAs provide for tax sparing credits to foreign
investors.
C. Tax Credit
Generally, tax credit is not available in Hong
Kong. Due to the territorial concept which
provides that only income which arises in or is
derived from Hong Kong is subject to tax in
Hong Kong, the Government is reluctant to
provide for any form of tax credit for taxes
paid in a foreign country. Taxes paid in a
foreign country on income which is subject to
tax in Hong Kong can, however, be claimed as
deduction for Hong Kong Profits Tax purposes.
In the PRC, tax credit generally is available
under the JVIT and FELT laws because of the
worldwide income basis. In this way, a joint
venture would not be double taxed. The foreign
tax paid can be used to reduce the PRC income
tax payable.
3. Incentives
Both China and Hong Kong are eager for and are
dependent on foreign investments. Various tax
incentives are used by the PRC and Hong Kong to
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encourage investments. However, tax incentives
adopted are not exactly similar.
A. Tax Holidays
In China, tax holidays are available to equity
joint ventures, enterprises in SEZs or special
industries. This is an incentive by the
Chinese Government to encourage foreign
investors into specific industries or special
areas.
In Hong Kong, there is no tax holiday
available. A company is subject to full income
tax once it has assessable profit. Due to the
tax holidays, most foreign investments in the
PRC are not subject to income tax in the first
few years and according to the tax officials in
the PRC, there are in fact very few foreign
investments paying income tax at present. Most
of them are still enjoying the tax holidays.
B. Industry and Location
In Hong Kong, there are no tax preferences
given to specific industries (e.g. pioneer
industries in Singapore) or industries
established in special zones (e.g. tax-free
trade zones in some countries). All
enterprises are subject to the same tax
provisions notwithstanding the industry or the
location of the enterprises.
In China, certain enterprises (e.g.
export-oriented or technologically-advanced
enterprises) can enjoy a longer tax holiday.
In addition, enterprises in harbour
construction, transportation, communication,
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energy, etc. can also enjoy more tax
preferences than other industries. Enterprises
in special areas such as SEZs, the ETDZs and
the specific delta areas can also enjoy reduced
income tax rates and various other preferences.
C. Tax Depreciation Allowance
In China, pursuant to the JVIT and FELT laws,
straight line depreciation should be used for
computing depreciation allowance for tax
purposes. Accelerated depreciation can only be
used upon application and approval by the Tax
Bureau.
In Hong Kong, accelerated depreciation is
provided under the IRO for plant and
machinery. This is an incentive provided to
encourage capital investment in plant and
machinery. Normally, a company can deduct
about 60% to 68% of the cost of acquisition in
the year of acquisition for tax purposes.
D. Low Tax Rates
Both China and Hong Kong adopts a low tax rates
in order to attract foreign investors. in
China, for example, the effective IIT rate
ranges from 2.5% to 22.5% (with effect from
August 1. 1987). The income tax rate for
enterprises in SEZs is also only 15%. In Hong
Kong, maintaining a low tax rate is always one
of the main philosophies of the Hong Kong
taxation system.
Based on the above, it can be seen that the major
tax incentives offered in Hong Kong are a stable
low tax rates and accelerated tax depreciation
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allowance. There are no tax holiday, no reduced
tax rate for special industries and special areas.
This also makes Hong Kong tax law simple. However,
this may not be effective in encouraging or
supporting special industries or attracting
industries into special areas. Instead, the
Government would have to use other incentives to
attract foreign investors into special area {e.g.
lower land cost in Tai Po Industrial Estate) or
funding special projects organized by quasi
government bodies.
In the PRC, various tax incentives are employed,
including tax holiday and reduced income tax
rates. This has the advantage of attracting
foreign investments into special areas or special
industries. However, at the same time, it has also
complicated the tax system. Moreover, tax holiday
may not be as effective as a low tax rate. A low
tax rate means that taxes are still collected even
though at a smaller amount. A tax holiday would
mean no tax collection and may even induce
enterprises to manipulate profits among different
periods.
4. Income Determination and Filings
A. Accounting Year End
In accordance with the JVIT laws, an equity
joint venture must have a December 31
accounting year end which is also the same as
the tax year end. Under the FELT law, a
foreign enterprise operating in China can apply
for a different tax year end other than
December 31. However, this is subject to
approval by the tax bureau. The December 31
year end may create problems in financial
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statements consolidation for foreign investors
who have an accounting year end other than
December 31.
In Hong Kong, a company can have its own
accounting year end and there is no need for
the IRD's approval for a year end other than
March 31.
In order to create flexibility to foreign
investors, we believe that the GTB should
consider abolishing the rule that an equity JV
must have a December 31 accounting year end.
B. Tax Loss Carryforward Period
In the PRC, tax loss of an enterprise can only
be carried forward for 5 years. Tax loss not
utilized within 5 years will not be available
for use to offset against future profits of the
enterprise.
In Hong Kong, tax loss of a company can be
carried forward indefinitely to offset against
its future profit. This is beneficial to
foreign investors. However, it also has
created the problem of trafficking of loss
companies which is now prohibited under Sec.
61B of the IRO.
From an investor's point of view, the Hong Kong
tax legislation on tax loss carryforward period
would be preferred to the PRC tax laws. It is
quite common for a country to limit the loss
carryforward period. However, since China is
still in the stage of attracting foreign
investment, it may want to provide foreign
investors with more flexibility in this aspect,
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especially for high risk industries (e.g.
offshore oil exploration) so that foreign
investors are more willing to run the risks of
losses in the first few years.
C. Deemed Profit
Pursuant to Article 24 of the FELT law, if a
foreign enterprise cannot provide accurate
evidence of costs and expenses and cannot
correctly work out its taxable income, the Tax
Bureau can determine its profit based on the
profit level of enterprises in similar trade.
This deemed profit basis is widely used all
over China because of simplicity and ease of
administration. The currently used deemed rate




In Hong Kong, except in certain special
circumstances (e.g. consignment sales, payment
of royalties to overseas company and life
insurance business), there is no deemed profit
provisions. Every company has to be taxed
based on its actual taxable profit.
The deemed profit method of income computation
in the PRC has proved to be widely accepted and
used by foreign investors. It can be easily
understood and the tax cost can be easily
determined. Most important of all, it will
save the requirements for keeping books and
accounts in the PRC or having a Chinese CPA and
even a Tax Bureau audit.
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We believe that until the time when sufficient
qualified CPAs and experienced tax officials
are available and when the tax laws are more
complete and comprehensive, the deemed profit
method of income determination should continue
to be adopted in the PRC.
D. Tax Rate
China has a progressive tax rate for both FELT
and IIT purposes. In Hong Kong, a standard tax
rate is generally applied. This makes tax
computation much easier in Hong Kong.
E. Annual Audit Requirements
Both China and Hong Kong requires a company to
be audited by a registered CPA on an annual
basis. The only exception in the PRC is for
foreign enterprises choosing to be taxed on the
deemed profit basis. The only exception in
Hong Kong is for branches of foreign companies
operating in Hong Kong. Such branches need
only submit accounts certified by its officers
for tax reporting purposes.
F. Dividend Income
Dividend income is taxed as ordinary income in
the PRC whereas dividend income is specifically
exempt from tax in Hong Kong.
G. Capital Gain/Loss
Capital gain is specifically excluded from tax
in Hong Kong. Similarily, capital loss is not
deductible against other taxable income.
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Capital gain or loss is treated as ordinary
trading gain or loss under PRC tax laws.
Moreover, unlike most other countries, there is
no special deduction for long-term capital
gains.
H. Capital Expenses
Capital expense are specifically disallowed
under Sec. 17 of the IRO. Amortization of such
capital expenses is also not deductible for
Hong Kong tax purposes.
In the PRC, capital expenses are disallowed as
a current deduction. However, such capital
expenses normally can be deducted for tax
purposes through depreciation or amortization.
I. Deductible Expense
Pursuant to Sec. 16 of the IRO, in general
terms, all outgoing and expenses to the extent
to which they are incurred in the production of
assessable profits are allowable deduction for
profits tax purposes. There is no limitation
on the maximum deductible amount.
In the PRC, there are specific provisions
limiting the amount of allowable entertainment
expenses. Any excess entertainment expenses
will not be deductible for tax purposes. In
addition, there is no clear definition of
entertainment, marketing and promotional
expenses. Sometimes, the latter are also
regarded as entertainment expenses.
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J. Estimated Tax Payment
In the PRC, estimated tax for the current year
is paid on a quarterly basis on the previous
year's profit or the current year's actual
profit for each quarter.
In Hong Kong, estimated tax is paid under a
provisional tax system in which the previous
year's profit is assessed on an estimated
basis. There is no quarterly estimated tax
payment required and has made the payment of
estimated tax much simplier and easier.
K. Withholding Tax System
In China, a 20 per cent withholding tax is
imposed on interest, dividend, royalties and
rent paid to a non-residents.
In Hong Kong, withholding tax i.s imposed only
on certain interest payment, irrespective of
whether the recipient of income is resident or
non-resident in Hong Kong.
L. Personal Allowance
In China, no deduction/allowance for wife,
child or parents are available for IIT
purposes. All individuals, whether single or
married, will get the same flat allowance of
RMB800 per month.
In Hong Kong, under salaries tax regulations,
allowances are available for wife, working
wife, child or dependent parents.
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Based on the above comparison, we can notice that
there are quite a number of differences between the
filing procedures and taxable income determination
in the PRC and Hong Kong. We can probably say that
the Hong Kong system is simpler and easier to
administer and has more flexibility, including
flexible accounting year end, indefinite loss
carryforward period, simple standard tax rate,
non-taxability of dividend income and capital'gain,
no amount limitation on deductible expenses and
simple provisional tax payment system. We believe
that some of these can be adopted by the GTB for
use in the PRC, for example, provisional tax
payment system and flexible accounting year end, so
that a more efficient and more easily
understandable tax system can be developed in the
PRC.
After an overview and evaluation of the
taxation systems in Hong Kong and the PRC and a
comparison of the two systems, we would like to assess
the implications on foreign investments.
From foreign investors' point of view, they
prefer a system that is simple, easy to comply and that
offers plenty of tax preferences. However, from the
Government's standpoint, the taxation system must be
effective in achieving the specific objectives set by
the underlying philosophies.
The present and continuing prosperity of Hong
Kong is a strong indication that the Hong Kong taxation
system is able to achieve the objectives of the
underlying philosophies. We believe that the taxation
system is one of the important factors attributable to
Hong Kong's success.
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The significant investments into China,
especially into the SEZs and the fourteen Coastal
Cities, also suggests that one of the objectives of the
underlying philosophies are achieved. However, we can
notice that there are still plenty of rooms for
improvements. Foreign investors would like to see a
simplier and clearer taxation system in the PRC. We
have no doubt that the GTB has been trying its best to





Following the open market policy of the PRC in
1979, more and more foreign investors are trying to
explore this un-cultivated market. Taxation is one of
the major considerations in a go-no-go decision. Ever
since 1979, the PRC taxation system has undergone
several revisions and most foreign investors are totally
unfamiliar with it.
This study has analysed the taxation systems in
Hong Kong and the PRC, and provided a comparison between
the two systems so as to facilitate investors in
evaluating their investment projects in Mainland China.
Besides, we would like to complement the deficiency of
literature in this aspect.
We do hope that this study can help potential
investors to have a better understanding not only on
what the PRC taxation system is?, but also on how and
why does such a system evolve?, so that they can make a
better investment decision as tax is concerned.
Although the primary concern of this analysis
is from a foreign investor's point of view, we would
like to also briefly assess how successful the PRC
taxation system is in attracting foreign investments as
reflected in the number and amount of foreign
investments approved.
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According to statistics compiled by Arthur
Andersen Co., from 1979 to 1987 the number of
enterprises with foreign investment was 10,008 with
amount totalled US$22 billions. Appendix 9 shows the
number of new contracts involving foreign investment in
1987 in the 14 coastal cities and the 4 SEZs.
Although these results cannot be attributed to,
tax incentives only, there is no denial that tax is one
of the major factors in evaluating foreign investment
alternatives. From the figures we would say that the
PRC government is fairly successful in attracting
foreign investments as tax is concerned.
In order to have a more objective measure on
the effectiveness of the PRC taxation system in
attracting foreign investments and achieving its
underlying philosophies in designing the system, we
suggest the following two areas for further follow-up
studies:-
1. A survey on the attitudes of foreign investors
toward the taxation system in the PRC as compared
with that of Hong Kong.
2. Measure the relative importance of tax
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HONG KONG SALARIES TAX ALLOWANCES
1. Personal
1981/82
1987/88 1986/87 1985/86 to 1984/85
Husband $29,000 $20,500 $20,500 $20,500Wife 31,000 20,500 20,500 20,500
Single additional
allowance 5, 000 8j500 7, 500 7, 500
Married additional
allowance 10,000 19,000 17, 000 15,000
2. Child
1985/86 1981/82
1987/88 to 1986/87 to 1984/85
1st child 111,000 $90,000 18,000
2nd child 8,000 6, 000 5,500
3rd child 3,000 3,000 3,000
4th, 5th, 6th child 2,000 2,000 2,000
7th, 8th, 9th child 1,000 i000 1,000
3. Dependent parent
Allowance $9,000 (*8,000 before 1986/87)
Additional Allowance $3,000 (*2,000 from 1981/82 to 1984/85)
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APPENDIX 2
LIST OF MAJOR FOREIGN TAX LAWS AND REGULATIONS
Income Tax
Individual Income Tax Law (9.10.80)
Detailed Raules and Regulations for the
Implementation of the Individual Income Tax Law
(12.4.80)
Income Tax Law Concerning Joint Ventures with
Chinese and Foreign Investment (9.10.80)
Detailed Rules and Regulations for the
Implementation of the Income Tax Law Concerning
Joint Ventures with Chinese and Foreign Investment
(12.4.80)
Income Tax Law Concerning Foreign Enterprises
(12.31.81)
Detailed Rules and Regulations for the
Implementation of the Income Tax Law Concerning
Foreign Enterprises (2.21.82)
Interim Provisions of the Ministry of Finance
Concerning the Reduction and Exemption of Income
Taxes on Fees for the Use of Proprietary Technology
(.1.1.83)
Interim Provisions of the Minstry of Finance
Concerning the Reduction and Exemption of Income
tax in Interest Earned in China by Foreign Business
(1.1.83)
Interim Reulations on the Collection of Industriala
do Commercial Consolidated Tax and Foreign
Enterprises Income Tax from Permanent
Representative Offices of Foreign Companies in
China (1.1.85)
Industrial and Commercial Consolidated Tax
Regulations of the Industrial and Commercial
Consolidated Tax (9.1.58)
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APPENDIX 2 (CONT' D)
LIST OF MAJOR FOREIGN TAX LAWS AND REGULATIONS
Detailed Rules and Regulations for the
Implementation of the Regulations of the Industrial
and Commercial Consolidated Tax (9.1.58)
Regulations of the Minstry of Fiance Concerning the
Collection and Payment of Industrial and Commercial
consolidated Tax on Import and Export Commodities
(12.30.80)
Circular of the Ministry of Finance to Adjust
Industrial and Commercial Consolidated Tax Rates
for Certain Products and to Extend Taxable Items
(6.10.82)
General or Comprehensive
Provisional Regulations of the General Taxation
Bureau of the Ministry of Finance Concerning Tax
Registration by Foreign enterprises for the
Commencement and termination of Operations (4.15.82)
Provisional Regulations Issued by the Minstry of
Finance Concerning Consolidated Tax and Foreign
Enterprises Income Tax on Contractor Projects and
Operations and Services provided by Foreign
Enterprises (7.5.83)
Tax Regulations for Foreign Contractors in China
(7.5.83)
Source: Arthur Andersen Co., China Business Guide.
1986 ed. (Hong Kong: Longman, 1986), P.147
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APPENDIX 3
TAX LAWS APPLICABLE TO DIFFERENT
MODE OF BUSINESS OPERATION
IN CHINA
DescriptionOperation Tax in China
China imports plant andBarter trade Not taxable
equipment in exchange for
raw materials.
Equipment and technology are Not taxableCompensation trade
provided by a foreign entity
to be used by China for
production. Finished products
are shipped to the foreign
entity as payment.
A foreign entity supplies Not taxableProcessing
raw material to China forcontracts
procession according to the
foreign entity's specification
and design. Equipment is
usually supplied by the
foreign entity. China charges
a procession fee that is
discounted for the payment of
the equipment.
Joint ventureA limited company withEquity joint income taxequity investment from bothventure
Chinese and foreign entities.
ForeignA limited company withWholly foreign-
enterprisesequity investment solelyowned enterprise
income taxfrom foreign entities.
ForeignForeign partner contributesContractual joint





TAX LAWS APPLICABLE TO DIFFERENT
MODE OF BUSINESS OPERATION
IN CHINA
Operation Description Tax in China
Joint development Production-sharing Foreign
venture arrangement divided into enterprises
three states: income tax
Exploration- all risks are
borne by the foreign partner.
Development and Production
- both sides contribute
according to agreed percentages.
Representative A foreign company registers Foreign
office an individual as a resident enterprises
representative or it may
register a representative
office with a named resident
representative. This entity may
not carry out revenue-generating
operations.
Source: Arthur Andersen Co., China Business Guide.
1986 ed. (Hong Kong: Longman, 1 P. -75
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APPENDIX 4
INDIVIDUAL INCOME TAX RATES
IN THE PRC
(a) Wages and Salaries
Tax Rate
(Percentage
Monthly Taxable Income on Bracket)
RMB 0 to 800
801 to 1,500 5
1,501 to 3,000 10
3,001 to 6,000 20
6,001 to 9,000 30
9,001 to 12,000 40
45over 12,000
(b) Other Income






TAX RATE AND QUICK RECKONING METHOD DEDUCTION
Quick Reckoning
Compensation Tax Rates Method Deduction
Above RMB 800 5% RMB 40




9, 115 45% 2,515
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APPENDIX 6
FOREIGN ENTERPRISE INCOME TAX RATES
IN THE PRC
Tax Rate
Annual Taxable Income (Percentage on Bracket)








TAX RATES IN THE PRC
Classification Taxable Items Tax Rate
Commercial retailing Commercial retailing 3%
Communications and Post and telecommunication, 2.5%
transportation airlines, railways, tramways
and bus services.




Catering, hotels, rental 5%
service and advertising
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